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EDITORIAL
The proposal to tax undistributed cor
The Proposal to Tax Un porate profits, perhaps the most extraor
distributed Corporate
dinary among the many plans devised
Profits
for the infliction of taxes upon the Amer
ican public, is now before the senate of the United States. It is
impossible to comment upon the suggestion as a fact because no
one knows what changes may take place before any tax bill, even
remotely resembling the original proposal, will become law. The
matter, however, is of such tremendous potential importance that
it is the subject of daily comment, and to no one more than ac
countants are its academic aspects vitally significant. The bill,
which was introduced in the house of representatives and passed
by obedient members of that assembly, would have brought about
a complete change in the whole system of the federal taxation of
corporate profits. The plan seems to have been devised without
careful consideration and without any recognition at all of the exist
ing conditions or the effect which it would produce, with the prob
able exception of a hope that it would afford another opportunity
for socialistic adventure. When the plan was first propounded
the business public was aghast. Men could not believe that such
a proposition was seriously offered by a government pledged to
assist in the rehabilitation of distressed commerce and industry.
In brief, it called for an exceedingly complicated computation and
a confiscatory assessment upon the undistributed income of cor
porations. No one in the administration seems to have remem401
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bered that it is impossible to distribute all profits and survive.
Growing companies starting from small beginnings, which it is
clearly to the country’s best interests to encourage, would find the
proposed tax an insuperable obstacle to progress, while decadent
companies and those exploiting this country’s natural resources
would find themselves relieved entirely of taxation, since they
would ordinarily distribute their total earnings as dividends. All
companies would be driven to distribute as dividends the largest
part of their earnings in good times and would not be able to main
tain their dividends during times of depression, such as that
through which we are passing, in which the dividends distributed
largely exceed the profits earned.

Opposition to the bill arose instantly,
Opposition Wide-spread
but the public seemed to understand
and Insistent
that opposition in the house of represen
tatives would be futile, and the protests, therefore, were directed
to the senate. Leaders of industry, economics and accountancy
presented arguments at the hearings of the finance committee
which were absolutely unanswerable, and gradually it began to
dawn upon senators that the bill in its original form must not
pass, lest its enactment drive out of business a great many of the
corporations, which, through good years and bad, have been
struggling to establish American business on a permanent basis of
prosperity, without which no part of the public can prosper. The
American Institute of Accountants, through its committee on
federal taxation, presented a memorandum to the senate commit
tee which was a model of restraint and logical discussion. It
pointed out the extremely impracticable nature of the bill and
demonstrated by illustration the difficulties of assessment and the
effect of a tax imposed as described in the bill. It is to be hoped
that the members of the finance committee will find time to read
and consider the arguments adduced by the committee of ac
countants. It was gratifying to the accounting profession to read
the very able presentation of arguments against the bill offered by
George O. May, in his individual capacity. Although Mr. May
had been a technical advisor to the treasury, his knowledge of his
subject was chiefly based upon his wide experience as an accoun
tant, which enabled him to speak with authority. The cordial
reception extended to his remarks by the finance committee was
an indication of the conclusive nature of his plea. Largely to him.
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and to other men of knowledge is due the sentiment which has
been created against enactment of the bill in its original form.
Mr. May’s challenge of the statements emanating from the secre
tary of the treasury evidently carried conviction. The explana
tion offered in reply by the secretary of the treasury was
one of those typical administration efforts which usually say
in effect, “Trust us and all will be well.” But the time, we
hope, has passed when both houses of congress will swallow
such obvious bait. As this issue of The Journal of Account
ancy goes to press the matter is still on the knees of the
gods.
For some reason the British courts seem
to be peculiarly productive of decisions
which have a bearing upon the whole
world of finance and, especially, upon that zone of the financial
world in which accountants live and move and have their being.
It is only a few years since the celebrated affair of the Royal Mail
Steamship Company, known as the “Kylsant case,’’was tried and
decided in an impartial manner which aroused the admiration of
everyone. The prominence of the principals concerned in the
matter did not affect in any degree the findings of the jury nor the
sentence of the court. That case, as everyone probably remem
bers, involved a question of a prospectus which told the truth, but
told it in a misleading way. Earnings of the company over a
period of ten years averaged a certain amount, which the prospec
tus correctly stated, but the vitally important points that all the
earnings had been made in the first few years of the decade and
that there had been a consistent deficit in the latter years was not
revealed. Now comes a somewhat similar trial which has been
generally described as the “Pepper case.” It was heard first in
the Central criminal court, London, before Justice Atkinson.
The defendants were prominent men in the city of London and
the defense and prosecution were conducted by eminent members
of the bar. This was another case of a prospectus which it was
alleged did not reveal the truth in a way which would prevent
misunderstanding. The jury found the defendants guilty and by
consent of the court the case was then appealed to the court of
appeal. After arguments lasting more than two days the lord
chief justice, Lord Hewart, and Lords Macnaghten and du Parcq
on March 18th dismissed the appeals in the case.
403
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In this country we are not concerned
Investors Beguiled by
with
the identity of the defendants, but
Silence
the judgment of the court of appeal
should be taken to heart here and everywhere else by all who have
to do with the preparation and publication of prospectuses which
are intended to attract investment. The charges in the case were
two: First, the defendants were charged with making a false
statement in a prospectus with intent to induce persons to become
shareholders contrary to section 84 of the larceny act of 1861.
The particulars were thus described:
“Garabed Bishirgian on September 3, 1934, being a director of
a certain public company, James & Shakespeare, Ltd., made,
circulated or published, or concurred in making, circulating or
publishing, a certain written statement, a prospectus, which he
knew to be false in a material particular, with intent to induce
persons to become shareholders in the said company. Howeson
and Hardy aided and abetted the said Bishirgian to commit the
said offence.”

The second count alleged that a conspiracy existed between the
three men in contravention of section 84 of the larceny act. The
section of the larceny act to which reference is made reads as
follows:
“Whosoever, being a director, manager or public officer of any
body corporate or public company, shall make, circulate or pub
lish, or concur in making, circulating or publishing, any written
statement or account which he shall know to be false in any
material particular, with intent to deceive or defraud any member,
shareholder or creditor of such body corporate or public company,
or with intent to induce any person to become a shareholder or
partner therein, shall be guilty of a misdemeanour.”
The chief justice referred to a case tried in 1900 when Lord
Macnaghten had said: “ It is a trite observation that every docu
ment, as against its author, must be read in the sense which it was
intended to convey, and everybody knows that sometimes half a
truth is no better than a downright falsehood.” Lord Hewart
then referred to passages from other judgments and said:
“There can be no doubt that the law which is applicable to
such a case is perfectly clear. The expression of the law varies.
The meaning remains identical. If a statement is impugned
under this section it is because there is such a partial and frag
mentary statement of fact that the withholding of that which is
not stated makes that which is stated false. Or to use other
words, 'such a non-disclosure as to render the document mis404
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leading,’ or ‘the non-disclosure must be the non-disclosure of
something the disclosure of which would falsify some statement in
the prospectus.’ ”
In brief, the prospectus, it was alleged for the crown, had not
disclosed the purpose for which the capital to be derived from the
sale of securities would be used. It appears that nothing was
said about the attempt to corner the pepper market of the world
and nothing was said about an adventure in shellac. To quote
again from the words of the lord chief justice:

“The argument is not that in this or that particular this pro
spectus was untrue. The argument is that its whole purpose and
effect were to deceive. It is said that no suitable words could
have been included in the prospectus to repair the omission. It
is not quite clear what that proposition means. If suitable and
true words had been there it might well be that the prospectus
would not have been of much use. Suppose there had been a
note: ‘N. B.—You are apparently being invited to subscribe in a
well known old established ordinary business carrying on its
operations on approved lines. You are really being invited to
trust your money to a gambling speculation to make a corner in
pepper.’ It would have been the truth but the utility of the
prospectus might have been extremely small.”
The court of appeal dismissed the appeals of the three defend
ants and allowed the sentence of imprisonment to stand.
So far as we are aware there have been
no cases in the American courts quite
analogous to the Pepper case or to that of
the Royal Mail Steamship Company, but it is not reasonable to
suppose that we shall long escape something of the sort. Here in
America most of the cases in which accountants are most vitally
interested are of the nature generally described as “strike suits”
—namely, efforts to extort by a thinly disguised system of black
mail sums of great or small amount from accountants who have
rendered reports of audit upon which the plaintiffs in the strike
suits have sought to base claims for damage or other loss. Again,
it may be pointed out that while the history of American finance
is not utterly stainless, there has been an increasing effort to make
every prospectus conform to the truth and to present the truth in
a way that even the moderately aware may understand. We do
not have here so great a respect for an established name that the
public will rush in and invest without some preliminary investiga405
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tion. The falsity which is the cause of most bad investments in
this country may be laid at the door of the smooth salesman or the
unscrupulous brokerage house. The company whose securities
are offered for sale is, generally speaking, reasonably honest.
We all believe that we are coming soon into a time when busi
ness will resume its upward trend and the great accumulations of
money which are now held idle will be brought out and put to
work. Then will be a time of severe temptation to the makers
and the issuers of prospectuses. Accountants will be called in,
and upon them will rest a great responsibility to see that every bit
of literature uttered for the purpose of attracting investors shall
tell the truth, the whole truth and nothing but the truth—and,
beyond that, shall tell the truth in a way which can not be mis
interpreted. It is easily possible to describe the condition of a
company by selective references, each one of which may be abso
lutely true, and yet to make the effect of the whole absolutely
false by failing to point out the weaknesses. We do not know,
of course, what result would attend an attempt to prosecute for the
utterance of a false prospectus in this country. Unfortunately
there have been a few glaring cases in which persons who seemed
to most of us to have been guilty of misleading the investing
public have been acquitted, sometimes for reasons difficult to
grasp or unpleasant to admit. We believe, however, that the
sentiment of the average American jury would be strongly in
favor of a grave penalty for anything which savored at all of
misrepresentation. The accountants who will be involved in
these cases of the future may well be on their guard lest by inad
vertence they permit the issuance of any statement of affairs or
any descriptive literature in support of an attempted flotation of
securities which could mislead anyone not expert in the finesse of
finance. Indeed, as one looks over the whole field of the probable
future he can not escape an increasing conviction that upon the
accountant will rest a burden greater than any which he has borne
before.

A correspondent, E. Clemens Horst, has
written a letter on the subject “The
need of the whole truth” from which we
have great pleasure in quoting a few excerpts. He says:
“Because of the mass of widely conflicting publicity now being
put before the public concerning our governmental affairs, there is
406
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great need of real accountancy to enable the public to know the
whole truth, in distinction from partial truths, about important
representations made by our partisan political and our partisan
business leaders.
“From partisan leaders nearly all reports are either gloriously
optimistic or hopelessly pessimistic, dependent upon the interests
of such leaders. It is in such a position that real accountancy is
essential in the public interest. By real accountancy is meant the
kind that any bank or business house requires when planning the
financing of a proposed client.
“ If it be true that our farmers and our country are in economic
distress, the restoration of their prosperity will depend upon the
public being told the truth, and the whole truth, about the im
portant factors concerning our farm and national affairs.
“By way of illustration, our government is now persistently
drumming into the minds of our public that our foreign trade is
increasing and that such increase is beneficial to our farm and
other producers and to their labor. In such publicity, statistics
are quoted which, unless analyzed, appear to be convincing that
we are on the road to recovery. Yet an analysis of our recent
increase in foreign trade shows that, except as to automobiles,
machinery and a comparatively few other items, our exports are
either of our irreplaceable and eventually needed natural resources
or they are of farm products and commodities sold for export for
less than their gross cost of production, based upon a fair Ameri
can wage scale, and that our increases in imports are mostly of
directly and indirectly competitive farm and factory products.
“Our increases in exports are mostly of commodities produced
by ‘mass production’ requiring little labor, while our imports are
mostly of individual production requiring much labor. This ad
verse situation is intensified against us by the fact that in nearly
all foreign countries the wage scales are much lower and the work
ing hours much longer than in the United States, besides which the
foreign countries have much child and so-called ‘ sweat shop ’ labor.
“In the so-called planning of our farm acreage we talk much
about our agricultural surpluses, while we have planned and are
carrying out our plans to multiply our competitive imports, in
face of our reducing our home production by soil conservation and
other schemes to fit our increased importations of farm products.
“What our public needs, especially from now until next election
day, is immediate and fair criticism of the most important ad
dresses by our public leaders, both Republicans and Democrats,
so as to give to the public, in impartial form, at the time of such
addresses, the high lights on the various questions, which the
keynote leaders have intentionally or unintentionally omitted
from their partisan presentations of the questions at issue.”

As all our readers know, The Journal of Accountancy always
refrains from any discussion of partisan politics. It is not the
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purpose or desire of anyone concerned with the editorial policy of
this magazine to further the election of anyone because he is a
Democrat or a Republican, but we believe we can speak for all our
readers when we advocate the election of those men, whatever
their party may be, who will have so deep a respect for the truth
that no question of political expediency can affect their legislative
action. Perhaps the best solution of the difficulty which will
confront us next fall would be to have every candidate for every
office in the land submit his statistics and the bases of his argu
ments to engineers, statisticians and accountants for verification
before utterance. This might make the campaign speeches lack
ing in oratory or scenery, but it would be a blessed change never
theless.
A correspondent writes on the subject of
Effects of Competitive
competitive bidding and expresses
Bidding
accord with the efforts which are being
put forth to eliminate the practice. He says:

"However, in the final analysis, there is one sure teacher, and
that is experience. The thought occurred to me that possibly
you could show some of the results obtained by the acceptance of
the lowest bid. This is a rather difficult point to cover, but it may
be that you have some specific instances in mind where work done
on a low bid basis was entirely unsatisfactory as far as the ulti
mate purpose desired was concerned. If such could be stated it
would help to round out the argument.”

There are indeed many instances of the unsatisfactory results
which followed acceptance of the lowest bid, but it is not as simple
a matter as it seems to say "Lo, here!” or "Lo, there!” To
begin with, it is the common experience that faulty work is not
always instantly discoverable, and it is only after a lapse of time
that the shortcomings are evident. Then, again, it is not ex
pedient to listen too credulously to the allegations of other ac
countants who may have submitted bids which have not been
accepted. Even in the rare atmosphere of the professions jeal
ousy occasionally rears its verdant head. To ask the officers of a
county or city to testify to the unworthiness of the so-called ac
countants whom they themselves have chosen would be to expect
an impartiality not often found this side of Heaven. It is, there
fore, not easy to obtain evidences of what everyone knows. The
surest demonstration of the fallacy of the bidding-for-work prin408
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ciple is derived from the application of analogy and common sense.
It stands to reason that the lowest bid usually is based upon scant
performance or a too keen desire to obtain work. Either of these
causes leads to poor results. No man can undertake a task at a
price which is not profitable without a sore temptation to omit
everything that can be omitted. Generally it is true that the
lowest price will buy the least desirable article, whether that be
commodity or personal service. It is probably always true in the
latter case. And so confidential a matter as an audit is the last
thing in the world that should be dragged into the open market.

If the client have not a complete faith in the
Bidding Is Logically
integrity
and fidelity of the accountant
Unsound
there should never be an attempt to estab
lish the relationship of client and auditor. If on the other hand the
client have faith in the selected auditor the question of fee should
be secondary. The great point is to obtain a fair and independent
expression of opinion founded upon the results of searching in
vestigation and thorough analysis. If that has been assured it
will be time enough to talk about the fees which shall be paid.
There are two prime reasons for the continuance of competitive
bidding. The first and more deplorable is the acquiescence of the
accountant who bids. Did all accountants flatly refuse to bid the
evil practice would end over night. The second cause is the ig
norance of officers, required by law or regulation to make all pur
chases after calling for bids, who can not discern the difference
between buying a ton of coal and the services of an auditor. It
seems to be almost hopeless to look for wisdom in a group of city
politicians who think that artichokes and audits are much alike in
nature though different in appearance. As our correspondent
surmises, we do know of audits which have fallen far short of per
fection because they have been entrusted to political favorites, to
low bidders or to men whose only claim to professional status was
the self-imposed appellation “accountant.” But there need not
be utter dismay. Competitive bidding like many other diseases
of childhood will be cured, and preventive medicine will protect
the next generation from the ills that presently afflict us.
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